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TAXES, THE FEDERAL BUDGET 


by ROSWELL MAGILL 


Professor of Law, Columbia University 
Member of the Bar of New York 


~~ question today is whether the federal fiscal system 
can be reformed to enable our free private enterprise 
system to function successfully. During the past fifteen 
years, we have taken a good many steps along the road 
toward a planned economy. Our present tax system is well 
framed for that end. Great Britain has gone farther along 
the road than we have, and we are fortunate in being able 
to contrast some of the results of her policies with the 
accomplishments of our own. The fiscal system—federal 
expenditures on the one side, and the tax structure on the 
other—is important to the citizen, because of its impact on 
him personally and because of its force in shaping business 
decisions and, indeed, the character of the economy. We 
need to be very sure that the premises of our fiscal decisions 
are sound. 

So sober a topic bristles with figures, but that is not the 
worst of it. Which of us has enough data at his command 
to enable him to reach an informed judgment as to what 
the federal expenditure should be for any one item in the 
budget, let alone what the total should be? Or, to take the 
other side of the Treasury statement, how much revenue 
should be raised by the income tax or by the excises? What 
should the rates be? Should income tax rates be reduced, 
or should the debt be paid off instead? 

All are tough questions, and it is hard to make a dis- 
cussion of them fascinating. Yet, in the last analysis, we 
have to answer them as best we can. We have learned that 
we cannot simply leave them to our experts in Congress. 
We can stump the experts, but in this case, it will do us 
no good. 

The keystone of federal fiscal policy is the level of ex- 
penditures. Taxes are enacted to meet the necessary costs 
of the government, so before we can discuss the tax sys- 
tem, we must decide how much federal expenditures are 
to be. How much should those expenditures be? How can 
any citizen or, indeed, any Congressman tell? Must we 








accept, perforce, the determinations and estimates of the 
President and the Director of the Budget? 

The Bureau of the Budget and now the Congressional 
financial committees have the responsibility for investi- 
gating particular expenditures. The average citizen cannot 
do that. He can come to some conclusions, however, as to 
what the total federal outlays should be. Such an over-all 
analysis will be the most fruitful for another reason. The 
federal budget comprises a myriad of expenditures items, 
all for agencies that Congress has authorized at one time 
or another, expressly or impliedly. In making up the 
budget, the President assumes that these agencies are to 
continue, since Congress has once authorized them. At 
that point, a large element of judgment and discretion 
enters the equation. How much personnel is needed? How 
generously should each agency be provided for? 

Few federal agencies are wholly unnecessary or wholly 
undesirable. Most of them perform some useful service, 
though they may perform it wastefully. Some can be elim- 
inated, but in more cases, agencies need to be trimmed 
down to fit present peace-time conditions. Too many fed- 
eral administrators are still budgeting on the basis of the 
free-spending days of the war. 

The one effective way to reduce the budget is for Con- 
gress to set a figure for the particular department or agency 
or bureau; to ask it for a program of expenditure within 
the assigned total; and to require the department or agency 
or bureau to adhere to that program. The head of the 
bureau knows better than anyone else where cuts can be 
made. He will do the job only if he has to; for he shares 
the normal human desire to expand his agency and make 
it bigger and better. 

We need to get over the idea that the federal govern- 
ment has plenty of money to do every good thing any of 
us can think of. What are the facts? The President has 
proposed budget expenditures for 1948 of $37.5 billion. 
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The revenues produced by present taxes, much the highest 
we have ever known in peace times, barely balance the 
proposed expenditures. Since most of the Federal revenues 
come irom the income tax, most of the revenues are the 
product of rates times taxable income. Now national in- 
come is also at the highest level we have ever experienced, 
twice that in 1929 and more than twice that of 1940. Of 
course, national income may remain very high; it may even 
go higher. But it may also go lower, for example to levels 
forecast by the Budget Bureau only a year ago. According- 
ly, we must consider, if we are to be at all prudent, what 
will happen then. 

The Budget Bureau itself estimated a year ago what 
federal revenues would be if the national income were 
(instead of the $165 billion used for the revenue estimates 
in the budget message this year) only $140 billion. On that 
assumption, the revenues were estimated at $27.5 billion 
—$10 billion Jess than the amount needed to balance the 
proposed budget expenditures for 1948. Here we have a 
significant figure. Expenditures at the 1948 level proposed 
by the President cannot be sustained, unless business ac- 
tivity remains at its present exceptionally high level. Un- 
less Congress and the people agree that the national in- 
come will always remain at the present high levels, and 
that present rigorous tax rates and exemptions should be 
retained indefinitely, it follows that proposed federal ex- 
penditures should be reduced now. No other acceptable 
alternative is available. If the government is to be able to 
balance the budget in less good times, many billions must 
be squeezed out of the budget now. We need to put our 
fiscal house in good order while the business weather is 
fair. 

That federal expenditures have been allowed to reach 
too high a level can be shown in other ways. Federal per- 
sonnel totals now well over twice what it did in 1939 and 
nearly four times what it did in 1932. It is inconceivable 
that so many employees are really necessary. To be sure, 
the number is down from the war peak, but it needs to be 
sharply reduced to peacetime necessities. The federal ser- 
vice will be the better for the elimination of extra person- 
nel with not enough work to do. 

In 1922, three years after the peak expenditures of 
World War I, total federal expenditures had been reduced, 
by good fiscal management, to about one-sixth of the peak. 
Moreover, it is significant that the federal budget re- 
mained at approximately the same level all through the 
twenties. 1948 is three years after the peak costs of World 
War II, yet the 1948 budget has been brought down not 
to one-sixth of the peak war costs, but to four billion 
more than one-third. If, then, the fiscal history of the 
twenties should be repeated, we confront for the next 
decade a continuation of the highest peace-time taxes we 
have known. Moreover, the budget will only be balanced, 
if national income remains at the highest level we have 
known. This is not an inviting prospect. It needs atten- 
tion and leadership now. 


Some will ask whether the budget should be cut or can 
be cut in this troubled world. Let us review a few of the 
major budget items. We must meet a $5 billion interest 
charge each year. We must do our duty by the veterans, and 
the cost is budgeted at $7.3 billion. We must maintain 
adequate national defense, and that is estimated to cost 
$11.5 billion. In addition there are all the expenditures 
for the general government, public works, conservation, 
international affairs, and so on. How can we economize? 

Here I must emphasize my original thesis. Certainly we 
must pay the interest charge, maintain our defenses, and 
take care of our veterans. But, except for the interest 
charge, analysis shows that the budgeted figures are not 
the minimum, nor even the essential amounts which must 
be spent for these v.citris purposes. The bureaus and de- 
partments can be run efficiently and well on less money. 
We really cannot afford the total the President has pro- 
posed. If the bureaus and departments are forced to show 
what they can do with less, they will find that the federal 
government can perform its essential functions well on 
much less than $37.5 billion. We know it has done so in 
the past. Congress should bring the figure down in 1948 
to as close to $30 billion as it can get; and in a more 
nearly normal later year, the budget should be trimmed to 
$20-$25 billion. Even so, the federal government will be 
spending several times what it did in the thirties. If ex- 
penditures can be reduced to this extent, regular payments 
on our huge debt can be made, and taxes can be gradual- 
ly reduced at the same time. 

Expenditure reduction is the necessary first step to tax 
reduction and debt reduction. If Congress actually does 
the job of cutting expenditures materially, which the 
President and the Budget Bureau should have done, what 
can be done about taxes? 

To my mind, the premises we use in planning tax re- 
vision are much more important than the taxes themselves. 
My major premise is that, since we believe in free enter- 
prise, we must do all we can to make it work. Ours is 
certainly the most important free-enterprise economy left 
in the world today. I believe that that system of economy 
is by all odds the best for us; and I believe we can prove 
it to the world. Indeed, the world is waiting for the 
proof. Great Britain is working toward a socialistic state. 
Russia is demonstrating what communism can do. The 
peoples of those countries and of the other countries are 
watching us to see whether our system works better, pro- 
duces more, and gives our citizens more to live for. It 
behooves us to adopt governmental policies, and particular- 
ly fiscal policies, which will give our economy incentives 
and encouragement and a fair chance to show what it 
can do. 

What makes free enterprise work? Essentially the driv- 
ing force and the incentives and the competition of busi- 
ness management. We take pride in the fact that we do 
not have vested interests and privileged classes over here. 
The boy from the farm or the small town has just as good 
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a chance, perhaps a better chance, to reach the top, as the 
son of the well-to-do city family. New York City is full of 
Iowans and Georgians and Texans. That boy gets to the 
top by being a little more vigorous and intelligent, by pro- 
ducing more goods and by making them better and cheap- 
er than the next fellow. Whatever we can do to preserve 
or to increase his incentives is all to the good. The mana- 
gers of American business produce for all of us, whether 
consumers or laborers or stockholders. Consumers and 
laborers and stockholders are all interested in promoting 
good management. As a matter of fact, the first two 
groups, and particularly labor, have more at stake than 
the third. 

My second premise is, then, that the tax system should 
be so drawn as to encourage and develop the incentives of 
American business men to work and to produce. 

The activities of individuals and particularly the activi- 
ties of business management are the driving force in our 
economy. The first item in a tax program, then, should be 
to begin the removal of the tax brakes on their incentives. 
All taxes operate as a brake upon business activity. Fed- 
eral taxes will necessarily be high for the indefinite future, 
but we can reduce their braking effect by intelligent re- 
vision of the tax system. 

The first step should be a fair and thorough-going re- 
vision of surtax rates. It has been a commonplace for years 
that no tax system works well in peace times when the 
government takes more than half of an individual’s earn- 
ings. A citizen may be willing to pay half of what he 
earns as the price of civilized society, but when the gov- 
ernment takes two-thirds or three-fourths of what he earns, 
he is apt first to grumble, and then to slow up, and then 
to stop taking on additional responsibilities. The govern- 
ment’s take from his income is then so much larger than 
his own share that it hardly seems worthwhile to play the 
game, at least for high stakes. Yet, we stagnate as an in- 
dustrial nation, unless men are willing to get up early and 
work late, to risk money in new ventures, to take on new 
duties. 

The surtax rates now reach 50 per cent at $18,000, 68 
per cent at $44,000, 77 per cent at $70,000. The mere 
statement of these rates is the best argument against them. 
Can we expect to get the maximum productive activity 
from men whose personal stake in the income from their 
work is so small? In particular, can we expect the mana- 
gers of American business, whose incomes fall in this 
area, to take on new tasks and responsibilities, to under- 
take new risks, when they can quickly see in advance that 
the U. S. Treasury will gain much more from their ac- 
tivities than they will gain themselves? The whole force 
of the steeply progressive rates in the present surtax sys- 
tem is directed in opposition to the vigor and incentive 
and ambition of the young executive who wants to climb 
to the top of the ladder. The surtax rates tell him that 
he doesn’t have much to gain by the climb. 


If steeply progressive surtax rates contributed greatly to 
the revenues and the strength of the tax system, there 
would be soine excuse for them today. The fact is that 
the Treasury gains little from the top surtax rates. The 
total yield of the surtaxes on all taxable incomes of 
$50,000 and over at the present level of national income 
is 8 per cent ($1.3 oillions) of the total produced by the 
individual income tax ($16.5 billions). The total yield of 
the surtaxes on all taxable incomes of $100,000 and over 
is 4 per cent ($668 millions) of total revenues from the 
individa! income tax. Thus, the revenue reasons for such 
rates are not forceful, and the economic arguments against 
them are strong. The unspoken argument for them is the 
argument of the advocates of the planned economy; that 
the incomes of our citizens should be evened up, by the 
government’s taking the major part of the incomes of 
our most active and successful men. Great Britain has 
followed that path, and today is demonstrating some of 
the results of her choice. Do we want the same thing 
here? Would nationalization: and socialism work better 
here than the free private enterprise system ? 

Hence, in my judgment, the interests of our economy 
and of our revenue system would be best served by the 
reduction of the top surtax rate to 50 per cent, and the 
adjustment of the lower rates accordingly. The revenues 
would be little affected; indeed, they might well improve. 
Our enterprise system would benefit greatly from this bit 
of governmental assurance that Congress believes that man- 
agers, like other workers, are worthy of their hire. 

Two other major factors in our tax system deserve men- 
tion: the place of excise taxes and the double tax on cor- 
porate dividends. Excise and sales taxes are the stable 
factor in a tax system. People smoke and buy liquor and 
go to the movies in bad times as well as good. The in- 
come tax, on the other hand, falls off badly in periods of 
recession or depression. The excise taxes have always been 
a major element of our internal revenues; indeed, prior to 
World War I, they were our sole reliance. In recent years, 
the relative importance of these taxes has diminished, and 
the federal government has moved in the direction of in- 
creasing reliance upon the income tax. In my judgment, 
the time has come to stop this trend, and to make use of 
the excises to meet a substantial share of the tremendous 
expenses we face. In the 1948 budget, excises account for 
less than 20 per cent of total revenues. As a temporary 
measure, Congress has acted wisely in retaining the ex- 
cises we have. In due course, this whole group of taxes 
should be reviewed, the relatively unproductive nuisance 
taxes eliminated, and the rate so adjusted that the group 
as a whole will continue to produce at least what it does 
now. 

Corporate income distributed as dividends is taxed 
twice, other income is taxed only once. So obvious an in- 
equity should be eliminated, particularly on our premise 
of preserving and fostering the system of free private en- 
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terprise. Reports from Washington indicate that the in- 
equity is fully recognized, but debate goes on as to the 
best method for curing it. Under these circumstances, the 
best course of action is to pursue the simplest plan: let 
the corporation pay its taxes as at present, and give the 
individua! a credit for the portion of such taxes paid on 
the dividends he receives, up to the amount of income 
taxes due from him on the dividends. Or a method might 
be employed similar to that in effect prior to 1936: give 
the individual a credit for his dividends at the initial rate 
of normal tax and surtax combined. Since the general cor- 
porate rate is 38 per cent, and the initial individual rate 
(normal tax and surtax combined) is 19 per cent, the 
second method would not give the individual a full credit 
for the tax the corporation had paid, but it would be a 
great improvement on the present situation. 

It has been five years since the revenue laws were thor- 
oughly revised; and so another thorough revision is in 
order. In the interim, there have been several unhappy 
decisions by the Supreme Court that require correction; 
and several of the statutory provisions apply the thumb- 


screws too harshly. Nevertheless it is unlikely the Con- 
gress will want to undertake revenue revision on a broad 
scale at this time. On the other hand, a substantial cut in 
federal expenditures; the strengthening of the excise tax 
system; a sensible revision of the surtax rates; the elim- 
ination of the double tax on corporate dividends and of 
some of the other principal inequities, will do much to 
insure the healthy functioning of our enterprise system, 
so essential to the welfare of our country and indeed of 
the world. 

The road to a federal fiscal program that will be good 
for American business and the American people is not 
an easy one to follow. It is always easier to spend than 
to save. Moreover, it is sobering to reflect that year after 
year, even with prudent budget management, we shall 
have to meet, through taxation, expenditures at least three 
times those of the thirties, and perhaps four or five times. 
Like all other governmental problems, the fiscal problem 
demands strong and wise leadership for its solution, 
backed by an intelligent electorate. In economics as in 
law, an understanding of the problem is the first step, and 
often a long step, toward its solution. 
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